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MVEMORANDUM OPI NI ON

LARO, Judge: This case is before the Court fully
stipulated. See Rule 122. Respondent deternined a $646, 800
deficiency in petitioners’ 1993 Federal incone tax. Respondent
| ater asserted in his anended answer that the deficiency was

$651, 000.
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We nust deci de whet her section 104(a)(2) allows petitioners
to exclude fromtheir gross incone certain proceeds received in
settlement of a lawsuit. W hold it does not. Unless otherw se
i ndi cated, section references are to the Internal Revenue Code
applicable to 1993, and Rule references are to the Tax Court
Rul es of Practice and Procedure. The term “petitioner” refers to
Steven P. Cade.

Backgr ound

Al'l facts have been stipulated. The stipulation of facts
and the exhibits submtted therewith are incorporated herein by
this reference. Petitioners are husband and wife, and they
resided in Carlsbad, California, when we filed their petition.
They filed a joint 1993 Federal incone tax return.

On August 17, 1990, petitioner agreed with CG Merger Corp.
(CG Merger) to sell to it for $850,000 all of the stock of Cade-
Grayson Co. (CGC). CGC Merger’s sharehol ders were John R Heller
(M. Heller), Heller Seasonings & Ingredients, Inc. (Heller
Seasonings), and the Janes R Heller Trust (Heller Trust)
(collectively, Heller Goup). Petitioner and CGC al so agreed on
that date that petitioner would serve as CGC s president and
chi ef executive officer for five years in exchange for (1) an
annual salary, (2) incentive conpensation, (3) supplenental
i ncentive conpensation, (4) life, disability, and health

i nsurance, (5) perquisites and expense reinbursenents, and (6)
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all enpl oyee benefits. CG Merger financed its purchase of
petitioner’s CGC stock with Harris Trust and Savi ngs Bank
(Harris).

CCC fired petitioner on Decenber 5, 1991, in contravention
of their enploynent agreenent. Two years later, petitioner filed
a lawsuit (lawsuit) against CGC, CG Merger, the Heller G oup,
Harris, and Does 1 through 40 (collectively, defendants) in the
Superior Court for the State of California for the County of San
D ego (superior court). Petitioner alleged in his first anmended
conplaint the follow ng causes of action: (1) CGC breached its
enpl oynent agreenent with him (2) Harris, M. Heller, Heller
Seasoni ng, and Does 1 through 10 purposely and with nalicious
intent interfered with and induced the breach of that agreenent,
(3) Harris, M. Heller, Heller Seasonings, and Does 1 through 10
purposely and with malicious intent interfered with petitioner’s
prospective econom ¢ advantage as to the enpl oynent agreenent and
his sale of CGC, (4) M. Heller, Heller Seasonings, CG Merger,
and Does 11 through 20 nade fal se representations to petitioner
to induce himto sell his stock and to enter into the enpl oynent
agreenent, wth the understandi ng that he woul d never receive the
benefits prom sed with respect thereto, (5) CGC and CG Mer ger
breached their duty to deal fairly and in good faith with

petitioner as to the enploynent and stock purchase agreenents,
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(6) CGC breached its statutory duty to pay petitioner the
conpensati on due hi munder the enploynent agreenent, (7) CGC, M.
Hel l er, Heller Seasonings, and Does 21 through 30 unlawfully
retai ned and converted to their own use petitioner’s personal
bel ongi ngs, (8) CGC, M. Heller, Heller Seasonings, and Does 31
t hrough 40 invaded petitioner’s privacy by inspecting and copyi ng
his personal files, (9) the conduct of each defendant was
out rageous and pursued to inflict severe enotional distress upon
petitioner, (10) CGC, CG Merger, M. Heller, Heller Seasonings,
and the Heller Trust were alter egos of each other so that each
of themlost his or its individuality or separateness as to each
other, and (11) M. Heller, CGC, and Does 1 through 10 publi shed
def amat ory statenents about petitioner.

Wth the exception of the first, second, sixth, and seventh
causes of action, petitioner did not allege in his first anended
conplaint that he suffered any specific damages as a result of
t he asserted conduct underlying a cause of action. The first
cause of action alleged that CGC s breach of the enpl oynent
agreenent caused petitioner to | ose salary of approximately
$676, 000, incentive conpensation of approximtely $1, 250, 000,
suppl emental incentive conpensation of approximtely $500, 000,
and an unspecified amount of other significant benefits. The
second cause of action alleged that the named defendants’

interference with the enpl oynent agreenent caused petitioner to
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suffer enotional distress, |oss of reputation, and consequenti al
damages of an unspecified anount. The sixth cause of action
all eged that CGC s breach of its statutory duty made it liable to
petitioner for unpaid wages plus penalties. The seventh cause of
action alleged that petitioner was entitled to recover fromthe
named defendants both his personal bel ongi ngs and danmages.

Rule 2.5 of the San Di ego Superior Court Local Rule Division
Il requires that all plaintiffs and cross-conplainants in an
action in superior court conplete and serve a “Case Managenent
Conference Questionnaire” (questionnaire) on all parties 10 days
before the date set for case managenent conference. Anong ot her
t hi ngs, the questionnaire asks each plaintiff and cross-
conplainant to list the anobunt of damages which he or she is
claimng for personal injuries vis-a-vis nonpersonal injuries.

I n August 1992, petitioner filed a questionnaire with the
superior court. The questionnaire listed no claimfor damages
for personal injury. The questionnaire listed only petitioner’s
claimfor nonpersonal injuries in the amount of $2.5 million plus
general and punitive damages.

Following a jury trial, the jury returned a special verdict
finding anmong other things that: (1) CGC breached its enpl oynent
agreenent with petitioner by termnating himcontrary to the
terms thereof, (2) the Heller Goup and Harris wongfully induced

CCC to breach that agreenent, (3) the Heller G oup and Harris
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wongfully interfered with petitioner’s prospective econom c
advant age, (4) CGC breached an obligation of good faith and fair
dealing owed to petitioner, (5 the Heller Goup commtted fraud
on petitioner, (6) the Heller G oup and CGC took petitioner’s
personal property and converted it to their own use, (7) the
Hell er Group and CGC i nvaded petitioner’s privacy, (8) CGC and
M. Heller defaned petitioner, (9) each nenber of the Heller

G oup was the alter ego of CGC in connection with the matters
contained in the lawsuit, and (10) the conduct of the Heller
Goup, CGC, and Harris was nmalicious, oppressive, or fraudul ent.
On the basis of those findings, the jury found that petitioner
was entitled to the foll ow ng danages:

Loss of past and future

conpensati on and enpl oynent benefits $2, 315, 000
Enoti onal distress 500, 000
Conversi on of personal property 10, 000
| nvasi on of privacy 10, 000
Def amat i on 1, 000, 000

Tot al 3, 835, 000

The jury made the $2, 315,000 finding pursuant to an instruction
that directed themto find danages upon maki ng any one of the
five findings set forth in 1 to 5 above. The jury made the

$500, 000 finding pursuant to an instruction that directed themto
fi nd damages upon maki ng any one of the three findings set forth
in 2,3, and 5 above. The jury’s $10,000 finding for conversion
of personal property stemmed fromits finding in 6 above. The

jury’s $10,000 finding for invasion of privacy stemmed fromits
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finding in 7 above. The jury’'s $1 million finding stemed from
its finding in 8 above. The jury nmade no finding of danmages with
respect to its findings in 9 and 10 above.

On July 6, 1993, petitioner and Harris filed with the
superior court a stipulation in which they agreed that petitioner
woul d recei ve $665, 000 of punitive danmages, for a total award of
$4.5 mllion. Petitioner and Harris agreed in the stipulation
that Harris would pay petitioner the $4.5 mllion to settle al
of his clains related to the lawsuit and that CGC and the Heller
G oup would remain fully liable to Harris for all paynments nmade
by Harris. The stipulation contained nunerous provisions
designed to protect Harris’ right to proceed agai nst CGC and the
Hel ler Group to recover amounts that Harris paid on their
behal f.? Harris agreed to fund the settlenment by itself on
account of its banking relationship with and as an accommobdati on
to CGC and the Heller G oup.

Harris paid petitioner $1,125,6 000 of the settlenent proceeds
on July 7, 1993, and it paid himthe bal ance approxinately 5

months later. On his 1993 Federal inconme tax return, petitioner

! Among ot her things, petitioner pronm sed that he woul d work
with Harris in its collection and enforcenent efforts agai nst the
ot her defendants. Petitioner and Harris also agreed that the
superior court should retain jurisdiction of their case to enter
judgnent in Harris’ favor as to the other defendants. The court
agreed to retain jurisdiction and set the matter for status on
Dec. 15, 1993. The record does not disclose what, if anything,
happened at that status hearing, or if, in fact, the status
heari ng was ever hel d.
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included in his gross incone only the $665, 000 of proceeds which
he received as an award of punitive damages. Petitioner excluded
fromhis gross incone the rest of the settlenent proceeds on the
grounds that he had received those anobunts as conpensation for
personal injuries.
Respondent determ ned that petitioner could exclude fromhis

gross incone only the foll ow ng anounts:

Def amat i on $1, 000, 000
Enoti onal distress 500, 000
| nvasi on of privacy 10, 000

Tot al 1,510, 000

Respondent determ ned that petitioner’s gross incone includes:
(1) The $2, 315,000 that he received for |oss of past and future
conpensati on and enpl oynent benefits and (2) the $10,000 that he
recei ved for conversion of personal property.

Di scussi on

W are faced once again with a determnation as to the
taxability of proceeds received through the prosecution or
settlenment of a lawsuit. Petitioner obviously wants to maxim ze
his recovery by paying the | east anobunt of taxes thereon.
Section 104(a)(2) and the regul ations thereunder allow himto
exclude fromhis gross incone the proceeds of a settlenent when

two conditions are net.2 First, the cause of action giving rise

2 Sec. 104(a)(2) generally provides that gross incone does
not include "the anount of any damages received (whether by suit
or agreenent * * *) on account of personal injuries or sickness".
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to the proceeds nmust have been based upon tort or tort type
rights. Second, the tort-feasor nmust have paid the proceeds to
petitioner on account of personal injuries or sickness. To the
extent that petitioner fails either condition, section 104(a)(2)
w Il not operate to exclude the disputed anbunts fromhis gross

i ncone. See sec. 104(a)(2); OGIlvie v. United States, 519 U. S.

79 (1996); sec. 1.104-1(c), Incone Tax Regs.; see also

Conmm ssioner v. Schleier, 515 U. S. 323, 333-334 (1995); Banks v.

United States, 81 F.3d 874, 876 (9th Cr. 1996); Bagley v.

Commi ssioner, 105 T.C. 396, 416 (1995), affd. 121 F.3d 393 (8th

Cr. 1997).

Petitioner argues that section 104(a)(2) reaches all of the
$2, 315,000 awarded to himfor |oss of past and future
conpensati on and enpl oynent benefits. According to petitioner,

t he underlying causes of action giving rise to his recovery of
that anount are tortlike by virtue of the fact that Harris was
found liable to himonly for causes of action which are torts.
Petitioner asserts that the second condition for exclusion under
section 104(a)(2) also is nmet because he suffered damages to his
person rather than to a property interest of his. Respondent
argues that section 104(a)(2) does not apply to any of the

$2, 315, 000 because none of it was received on account of a
personal injury. Respondent asserts that petitioner received the

$2, 315, 000 as conpensation for econom c danmages.
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W agree with respondent that none of the $2,315,000 falls
within the section 104(a)(2) exclusion. W apply the two
conditions for excludability set forth above. As to the first
condition, we ascertain whether the clains alleged in the | awsuit
have tortli ke characteristics, placing our focus on the scope of

renedi es available for those clains. See United States v. Burke,

504 U. S. 229, 234-236 (1992); Dotson v. United States, 87 F.3d

682, 685 (5th Gr. 1996); Robinson v. Conm ssioner, 102 T.C 116,

125-126 (1994), revd. on an issue not relevant herein 70 F.3d 34
(5th Cr. 1995). As for the second condition, we analyze the
damages recovered on the tortlike clains to ascertain whether
t hose danages were recovered for personal injuries. See OGlvie

v. United States, supra; see also Dotson v. United States, supra

at 685. Because petitioner recovered danages under the terns of
a settlenent agreenment, we exam ne that agreenent in |light of the
facts and circunstances surrounding it to ascertain the nature of
the clains underlying the recovery. W ask ourselves: “Wat is

the payor’s intent in making the paynent?”, see Knuckles v.

Comm ssi oner, 349 F.2d 610, 613 (10th Cr. 1965), affg. T.C

Meno. 1964-33; Agar v. Conmm ssioner, 290 F.2d 283, 284 (2d Cr.

1961), affg. per curiamT.C Meno. 1960-21, and "In lieu of what

were the damages awarded?", see Robi nson v. Conm ssioner, supra

at 126-127, and the cases cited thereat. W bear in mnd the
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fact that the jury had awarded petitioner danages as part of its
speci al verdict.

Harris paid the $2,315,000 to petitioner as part of a |arger
package of consideration that settled all of his clains rel ated
to his termnation fromCGC. The jury had found that Harris and
t he other defendants were liable to petitioner for $2,315, 000 by
virtue of the fact that each of the defendants was connected to
one or nore of the first five causes of action set forth above.
Petitioner |ooks solely to the clains that he had nmade agai nst
Harris and concl udes that the paynent was entirely for those
clains. W disagree with this conclusion. W read the
settlenent agreenent to indicate that Harris paid the $2, 315, 000
to petitioner intending to satisfy all of his clains set forth in
the first five causes of action and not nerely those clainms which
he had nade against Harris. To be sure, Harris designed the
settl ement agreenent specifically to preserve the clains that it
had agai nst the other defendants by virtue of its paynent of the
$4.5 mllion and to assure the cooperation of petitioner and the
superior court in pursuing and collecting on those cl ai ns.

As to the first and fifth causes of action (breach of
contract and breach of the inplied covenant of good faith and
fair dealing), any proceeds which petitioner received for
settlenment of those clains do not neet the first condition for
excl usi on under section 104(a)(2); i.e., both clainms are

contractual in that any damages which could be recovered on them
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would be limted to traditional contractual type renedies. See

United States v. Burke, supra at 234 ("A '"tort' has been defined

broadly as a 'civil wong, other than breach of contract, for
which the court wll provide a renedy in the formof an action
for damages.'" (quoting Keeton et al., Prosser and Keeton on the

Law of Torts 2 (5th ed. 1984)); Mindy v. Household Fin. Corp.

885 F.2d 542, 544 (9th Cr. 1989) (a breach of the inplied
covenant of good faith and fair dealing under California lawis
not a tort). To the extent that Harris’ paynment of the

$2, 315,000 was intended to satisfy either the first or fifth
cause of action, it will not qualify for exclusion under section
104(a) (2).

As to the other three of the first five causes of action
(nanmely, interference with contract, interference with
prospective advantage, and fraud), those clains did involve a
tort. None of them alleges breach of contract, and each of them
in and of itself, would, under California law, allow for the
recovery of damages for enotional distress. Gven that a
recovery for enotional distress is not a traditional contractual
type renmedy, we conclude that the second through fourth causes of
action satisfy the first condition for exclusion under section
104(a)(2).

We turn to anal yze whether petitioner received any of the
$2, 315, 000 as conpensation for those three torts so as to satisfy

t he second condition for exclusion under section 104(a)(2) asking
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oursel ves whether Harris paid any portion of the $2,315, 000 on
account of personal injuries or sickness. W answer those
questions “No”. Harris paid petitioner none of that anount “by
reason of, or because of, * * * [a tortlike claimfor] personal

injuries”. OGIlvie v. United States, 519 U S. at 83.

Petitioner’s recovery of that anmount arose out of his enpl oynent
agreenment with CGC, and the $2, 315,000 that petitioner received
as conpensation was slightly |less than the approxi mate anount of
sal ary, incentive conpensation, and suppl enental conpensation
that petitioner clainmed he was entitled to by virtue of CCC s
breach of his enploynent agreenent with it. Moreover, petitioner
listed in the questionnaire no claimfor danages from a personal
injury, classifying the total anount that he was pursuing through
the lawsuit as that from a nonpersonal injury, and the jury

awar ded the $2,315,000 to petitioner as damages for |oss of past
and future conpensation and enpl oynent benefits. Under the facts
at hand, we conclude that petitioner received the portion of the
$2, 315,000 attributable to the torts as “‘legal injuries of an
econom ¢ character’”, and, accordingly, that the recovery of that

portion was not for personal tortlike injuries. United States v.

Bur ke, supra at 239 (quoting Al benmarle Paper Co. v. Mody, 422

U S. 405, 418 (1975)); see al so Conm ssioner v. Schleier, 515

U S at 331 (economc injuries are not personal injuries for

pur poses of section 104(a)(2)); Fabry v. Conm ssioner, 111 T.C.

305 (1998); Robinson v. Conmm ssioner, supra at 126 (section
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104(a) (2) does not exclude damages which are “received pursuant
to the settlenent of economc rights arising out of a contract

(e.g., lost profits)”); Gegqg v. Comm ssioner, T.C. Meno. 1999-

10; Kightlinger v. Comm ssioner, T.C. Mnop. 1998-357. W hold

that section 104(a)(2) does not operate to exclude from
petitioner’s gross incone any of the $2,315,000 at issue.

As to the $10,000 in dispute, petitioner was paid that
anount by virtue of the fact that the jury had concluded that his
personal property had been converted by CGC and the Heller G oup.
Petitioner was paid the $10,000 as a conpensation for property
damage and not on account of a personal injury. W conclude and
hold that the $10,000 is not excluded frompetitioner’s gross
income by virtue of section 104(a)(2).

We have considered all of the parties’ argunments and, to the
extent not di scussed above, find themto be without nerit. To
reflect the foregoing,

Deci sion will be entered

under Rul e 155.




